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McM LLI AN, Circuit Judge.

John F. Johnson, Sr., his wfe, Joann Johnson, and
their daughter, Ella Johnson (collectively claimnts),



appeal froma final order entered in the District Court?
for the

'The Honorable Lawrence O. Davis, United States Magistrate Judge for the
Eastern District of Missouri. The case was tried to a magistrate judge pursuant to
the consent of the parties under 28 U.S.C. § 636(c).



Eastern District of Mssouri granting sumary judgnent in
favor of the Comm ssioner of Social Security. Johnson v.
Chater, No. 1:95CV00075 LOD (E.D. M. July 29, 1996)
(order and nenorandum. For reversal, claimnts argue
(1) the Comm ssioner did not have the authority to
real |l ocate undistributed corporate profits as wages to

John Johnson, Sr., in 1991 for the purpose of conputing
excess earnings under 42 US C 8 403 and (2) the
Comm ssioner erred in “piercing the veil” of their famly

sal ary arrangenents to reallocate sone of the salary paid
in 1990 from Joann Johnson to John Johnson, Sr., and to
attribute self-enploynent profits to John Johnson, Sr.
For the reasons discussed below, we affirmin part and
reverse in part the order of the district court and
remand the case to the district court for further
pr oceedi ngs.

The follow ng statenent of facts is taken in large
part from the order and nenorandum of the nmagistrate
j udge. John Johnson, Sr., filed an application for
retirenent insurance benefits and began receiving
benefits in May 1989. H's wfe, Joann Johnson, filed an
application for spouse’s benefits, and their daughter,
El l a Johnson, filed for child s benefits on the record of
her father. In March 1993 the Social Security
Adm nistration (SSA) notified John Johnson, Sr., that he
had recei ved benefits greater than those to which he was
entitl ed because of excess earnings. The excess earnings
wer e wages and sel f-enpl oynent incone attributable to him
in 1990 and 1991 fromtwo famly farm ng corporations,
Cowhill Farnms, Inc., and J & J Hog Farns. John Johnson,
Sr., was president of Cowhill Farms until January 1989,
when he reduced his activities. In My 1989 he



officially retired from Cowhill Farns, and Joann Johnson
becane president upon her husband s retirenent. John
Johnson, Sr., also retired from J & J Hog Farns in
January 1989. Their son, John Johnson, Jr., took on nore
of the managenent responsibility for the tw famly
farm ng corporations.



For 1990 John Johnson, Sr., reported wages of $6, 000
and Joann Johnson reported wages of $9,482 from Cowhill
Far nms. The SSA reallocated their wages and determ ned
t hat John Johnson, Sr., had received $9, 482 in wages and
Joann Johnson had received $6,000 in wages from Cowhill
Farnms. The SSA al so determ ned that John Johnson, Sr.,
was self-enployed with respect to J & J Hog Farns and had
received profits of $6,217 in 1990. For 1991 John
Johnson, Sr., reported wages of $7,000 and Joann Johnson
reported wages of $8,400 from Cowhill Farnmns. The SSA
agreed that $8,400 was a reasonable salary for Joann
Johnson, but decided that John Johnson, Sr.’s work was
worth twice that of his wife, and thus determ ned that
his salary was $16, 800. The SSA noted that in 1991
Cowhi Il Farnms had “anple” profits available to pay these
wages and to invest in corporate assets. Record at 228
(Special Determ nation dated Feb. 27, 1993) (noting 1991
corporate profits were $11,102 and expenses were down
$13, 484 over 1990)). These anpbunts exceeded the exenpt
earni ngs anmount for 1990 and 1991. The redeterm nations
were based on incone and corporate tax returns, W2
forns, self-enploynent questionnaires, interviews, and
ot her information.

In June 1994 a hearing was held before an
adm nistrative |aw judge (ALJ). The ALJ found that the
SSA had properly reallocated wages between John Johnson,
Sr., and Joann Johnson for 1990 and 1991 and that John
Johnson, Sr., had been overpaid retirenment benefits in
1990 and 1991 in the anobunt of $5, 488. (The ALJ also
found that Ella Johnson had been overpaid benefits.) The
ALJ found that John Johnson, Sr., had provided nore than
“mnimal” services to the two corporations, including 25%



of the labor, such as spraying and conbi ning, for Cowhill
Farms. The ALJ also found there had been consi derable
comm ngling of activities anong famly nenbers, Joann
Johnson’s duties had not substantially increased in 1990
and 1991 to justify the significant increase in her
salary after 1989, and John Johnson, Sr., had continued
to exercise significant decision-nmaking responsibility
and had provided inval uable services to Cowhill Farnmns.



The ALJ' s decision was affirmed by the Appeals
Counci | . Cl ai mnts sought judicial review in federa
district court. 42 U S.C. 8 405(g). The parties filed
notions for summary judgnent. The district court denied
claimants’ notion for summary judgnent and granted
summary judgnent in favor of the Conmm ssioner. Thi s
appeal foll owed. 28 U S.C 8§ 1291; Fed. R App. P

4(a)(1).

W will uphold the final decision of the Comm ssioner
if it is supported by substantial evidence in the record

as a whole. 42 U S.C. 8§ 405(g). “Substantial evidence
Is that which a reasonable m nd m ght accept as adequate
to support the [Conm ssioner]’s conclusion.” House V.

Shal ala, 34 F.3d 691, 694 (8th Cir. 1994).

Qualified applicants are entitled to retirenent
benefits. 42 U S.C. § 402(a). However, an applicant who
Is eligible for social security benefits may not work or
engage in self-enploynent which results in incone in
excess of a certain anount per year. Id. 8§ 402(f).
“Wages are defined to nean all enploynent renuneration,
Irrespective of the nanme by which the conpensation is
designated or the way in which it is paid.” Mrtin v.
Sullivan, 894 F.2d 1520, 1531 (11th Cr. 1990) (citing
appl i cabl e Social Security regulations).

An applicant for benefits nust submt the
evidence necessary to establish that all
entitlenent requirenents are net, and failure to
submt such evidence shall be the basis for the
SSA to determne that the conditions for receipt
of Social Security benefits have not been net.
The <claimant, therefore, has the burden of
rebutting the presunption of excess earnings
under the Act.



ld. at 1531-32 (citations omtted).

“[T] he [Comm ssioner] has the right to exam ne the
substance over the form of business transactions and
rel ationshi ps for purposes of the Social Security Act.”
Heer v. Secretary of Health & Human Services, 670 F.2d
653, 655 (6th Gr. 1982) (per curiam. “Determ nation of
an individual’s earnings for Social Security purposes
must




be related to the reality of his [or her] connection with
the | abor market and cannot be based on paper allocation
of inconme.” Martin v. Sullivan, 894 F.2d at 1524, citing

Reconsi derati on Redetermnation at 2. In particular, the
Conm ssioner can “pierce the veil” of fictitious famly
salary arrangenents “where a claimant’'s all eged

retirement and consequent shifting of salary to a famly
menber is for the purpose of receiving Social Security

[retirenent] benefits.” 1d. at 1532. The Conm ssioner
shoul d consider the following factors before “piercing
the veil” of “fictitious famly salary arrangenents”:

“(1) whether the <claimant continues to contribute
substantial and val uabl e services to the corporation; (2)
whet her the fam |y nenber receiving the incone increases
his or her duties comensurate with the increase in
salary; and (3) whether the famly nmenber’s incone is
used to support the clainmant.” Heer v. Secretary of
Health & Human Services, 670 F.2d at 655; cf. Dianond v.
Harris, 512 F. Supp. 216, 219 (WD.N Y. 1981) (holding
Secretary cannot allocate half of wfe's salary to
cl ai mrant husband absent evidence that her salary was
excessive or that she had not earned it or her salary
increased in direct relation to decrease in his salary
and cannot reclassify distributed Subchapter S dividends
as sal ary absent evidence that dividends were paid as a
result of his services).

UNDI STRI BUTED CORPORATE PRCFI TS

Claimants first argue the Conm ssi oner does not have
the authority to reallocate wundistributed corporate
profits as wages to John Johnson, Sr., for the purpose of
conputi ng excess earnings under 42 U S.C. 8§ 403, citing



Ludeking v. Finch, 421 F.2d 499 (8h GCr. 1970).
G aimants al so argue that, even assum ng the Comm ssi oner
does have the authority to reallocate wundistributed
corporate profits, it was an abuse of discretion to do so
because the wundistributed corporate profits had been
retained by the corporation for future capital
| nprovenents.

These argunents have not been preserved for appellate
review. In the statenent of facts in the nenmorandumin
support of their notion for summary judgnent in the
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district court, claimants referred to the SSA s
determ nation that Cowhill Farns had “anple profits” to
pay John Johnson, Sr., a salary of $16,800 in 1991, nem
at 6, funds which John Johnson, Sr., had never received,
id., and which Cowhill Farms had retained for
“grading/leveling” corporate lands. [d. at 7. Cainmants
chal |l enged, anpbng other things, the determ nation that
John Johnson, Sr.’'s services were worth twice as nuch
t hose of Joann Johnson and the failure to specify what
those 1invaluable services were. Ild. at 9 (1 5).
Claimants did not challenge the reallocation of
undi stri buted corporate profits in the district court
revi ew proceeding. However, we cannot affirm the
deci sion of the Conm ssioner unless it is supported by
substanti al evidence. W have found nothing in this
record which supports the Conm ssioner’s decision to
“reallocate” funds that have never in fact been
distributed in any form by Cowhill Farms or received by
claimants. For that reason, we reverse that part of the
Conmmi ssioner’s decision attributing to John Johnson, Sr.,
$16,800 in wages from Cowhill Farns in 1991, an increase
of $9, 800 over the $7,000 that he report ed.

“The [Conm ssioner] has, wthout question, the
authority and the duty to pierce any fictitious
arrangenents anong famly nenbers, and others, to shift
salary paynents from one to the other when the
arrangenent is not in accord with reality.” Gardner v.

Hall, 366 F.2d 132, 135 (10th Cir. 1966) (citing cases
shifting salary paynents from one famly nenber to
another). This is what the Comm ssioner did with respect
to the wages reported by the claimnts for 1990. The
Conmmi ssi oner exam ned the wages reported by the clainmnts
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in light of their respective corporate offices,
experience, responsibilities, and hours worked, and
real | ocated their wages, reducing those reported by Joann
Johnson by $3,482 and increasing those reported by John
Johnson, Sr., by $3,482 (as well as $6,217 in
sel f-enpl oynent incone). For 1991, however, the
Commi ssioner did not reallocate salary paynents between
John Johnson, Sr., and Joann Johnson, but instead
real | ocated undistributed profits from Cowhill Farns to
John Johnson, Sr.

12



Real | ocation often arises in cases involving
Subchapter S corporations because, for incone tax
pur poses, the net profits of Subchapter S corporations
are taxable to the shareholder as dividends. The
corporation is treated as a partnership. For socia
security pur poses, di vi dends are excl uded from
“sel f-enpl oynent incone,” 42 U S.C. 8§ 411(a)(2), but are
not specifically excluded from*“wages.” 1d. § 409. For
this reason, benefits claimants would often argue that
all earnings of a Subchapter S corporation, whether or
not denom nated as dividends for inconme tax purposes, are
not wages for social security purposes and that the SSA
has no authority to classify or recharacterize Subchapter

S dividends as wages. The <courts rejected these
argunents and distinguished between distributed and
undi stributed corporate dividends. For exanple, in

Ludeking v. Finch, the claimnt received no salary from
t he Subchapter S corporation but did receive $8,400 in
the form of corporate dividends. The Secretary found
that the claimant was nuch nore than a nere sharehol der,
that he had not retired and was the principal officer of
the corporation, and that his services were worth a
m ni rum of $400 per nonth, or $4,800 per year. The
Secretary determ ned that $4,800 of the $8, 400 received
as Subchapter S dividends was in reality renuneration for
servi ces rendered and shoul d be denom nated as wages for
social security purposes. This court upheld the
Secretary’s authority to reclassify or denom nate as
wages such portion of distributed Subchapter S corporate
di vidends as found to reasonably constitute wages or
salary for the purpose of determ ni ng whet her a cl ai mant
had excess earnings. 421 F.2d at 502-04, citing Gant V.
Cel ebrezze, No. C124-G62 (N.D.NC Mar. 6, 1964)
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(clai mant was president of newy incorporated Subchapter
S corporation actively engaged in its operation and who
received distributed corporate dividends but no salary
and was considered to be enployee of corporation
receiving wages for social security purposes); accord
Onens v. Sullivan, 790 F. Supp. 195, 197-98 (E.D. Ark.
1991) (holding claimants who received Subchapter S
di stributed dividend incone, part of which was in
exchange for services rendered, were recipients of wages
for social security purposes).
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The di stinction between distributed and undi stri buted
corporate profits is inportant. Al though the distinction
often ari ses I n cases I nvol vi ng Subchapt er S
corporations, we think the distinctionis not l[imted to
Subchapter S corporations and instead reflects the
broader distinction between actual and nerely theoretical
or constructive paynents of corporate profits in any
form whether as salary, dividends or otherw se. For
exanple, in Soners v. Gardner, 254 F. Supp. 35 (E.D. Va.
1966), the claimnt was the president of a Subchapter S
corporation, owned all of the outstanding stock, and
exerci sed conplete control over the corporation. He
perfornmed services for the Subchapter S corporation but
did not in fact receive any incone fromthe corporation
in any form The Secretary argued that the clai mant had
recei ved constructive dividends for incone tax purposes
and that, for social security purposes, such constructive
di vidends could be reclassified as salary for services
render ed. The district court rejected the Secretary’'s
argunent and held that the Secretary could not reclassify

the undistributed net incone of a Subchapter S
corporation as wages but could reclassify distributed
di vidends as wages. |d. at 36-38. The district court

carefully noted that

where dividends are in fact received by the sole
st ockhol der who had perforned services for his
cor poration, there may be authority for
permtting the Secretary to reclassify the de
facto dividends as salary to reflect appropriate
conpensation for such services. Additionally,
there is substantial authority for the general
principle that the Secretary can allocate funds
in fact paid out by a corporation in order to
properly reflect the value of services rendered

15



by enpl oyees and to prevent f raudul ent
arrangenents which are tantanmount to “shifting
wages. ” However, no case has been cited nor
found by this Court which authorizes the
Secretary to “reallocate” noneys which have
never in fact been distributed in any form by
t he corporation invol ved.

ld. at 36-37 (citations omtted).
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Simlarly, in Gardner v. Hall, the Secretary
contended that undistributed i ncome and earni ngs had been
“channeled” to the claimant. The claimant, his wfe and
their sons operated a ranch first as a partnership and
then as a Subchapter S corporation. The claimant was in
active charge of the ranch, and his wife was actively
i nvol ved in the bookkeeping and related activities. Each
famly nmenber was a sharehol der and corporate officer.
Each corporate officer, except the clainmant, received a

sal ary. The claimant received no salary or other
remuneration directly from the corporation for his
servi ces. Hs wfe deposited her salary into a joint

checki ng account and sone of the household expenses were
paid fromthat account. The Secretary argued that part
of the salary paid to the wife should be reallocated to
the claimant. The court of appeals disagreed, holding
that this was not a reallocation case because there was
no evidence or finding that the wfe' s salary was
excessive or not earned by her or that there was any
shifting in the corporation of salary paynents fromthe
claimant to the wife. 366 F.2d at 135. |In addition, and
nore inportant to our analysis, the court of appeals held
that the Secretary had no authority to allocate a portion
of the corporation’s undistributed profit and incone to
the claimant as renuneration for his services. Ld.;
accord Herbst v. Finch, 473 F.2d 771, 774-76 (2d Cr.
1972) (holding it was inproper to nmake excess earnings
deduction where corporation did not actually or
synbolically set aside funds to pay salary to claimnt
and neither he nor corporation contenplated paynent);
Taubenfeld v. Bowen, 685 F. Supp. 237, 240 (S.D. Fla.
1988) (holding Secretary cannot allocate retained
corporate earnings as additional wages to claimant); Letz
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v. Weinberger, 401 F. Supp. 598, 602 (D. Colo. 1975)
(holding Secretary <could not allocate to claimant
corporate profits of Subchapter S corporation that had
not been distributed and were not avail able for personal
use of claimant, enphasizing that renuneration nust be
paid by the enployer and received by the enpl oyee, either
actually or constructively, before Secretary can
real l ocate or shift salary paynents).

The present case is analogous to Notini v. Heckler,
624 F. Supp. 552 (D. Mss. 1986), in which the
Secretary’s theory was essentially that the claimant had
been underpaid. |In that case the claimant had been the
chi ef executive officer and plurality
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sharehol der of a successful corporation. In 1979 he
wor ked part-tine, about 12 hours per week, nostly, in his
words, “puttering around,” and later retired; he attended
directors neetings several tines a year but did not nake
significant manageri al decisions or control daily
managenent. The corporation paid himwages of $4,410 in
1979, $4,960 in 1980 and $5,500 in 1981, and a bonus of
$100,000 in 1982. The Secretary determned that the
claimant’s services to the corporation were worth nore
than the wages paid and that his benefits for 1979-1981
woul d i nstead be based on estimated earnings of $37,925
(which represented 25% of his 1978 incone of $151, 700).
There was no evidence of any additional or *“hidden”
paynents from the corporation to the clainant. The
district court upheld the Secretary’ s characterization of
t he $100, 000 bonus as conpensation for 1981, id. at 554,
but held that the Secretary <could not allocate
undi stri buted corporate profits to the clainmant on the
grounds that he had been “underpaid.” 1d. The district
court noted that no corporate distributions had been
made, in any form during the period in question and,
thus, there was no plan to “hide” salary in dividends.
Id. Nor was there any evidence that the capitalized
earnings of the corporation had been unusually high
during the relevant period or that the value of the
claimant’s stock had been inordinately affected by his
failure to draw a full salary. Id.

Here, the Comm ssioner did not seek to shift 1991
sal ary paynents from Joann Johnson to John Johnson, Sr.
Under the Comm ssioner’s calcul ations, Joann Johnson’s
1991 salary of $8,400 remains unchanged. The
Comm ssioner did not argue that Joann Johnson’'s sal ary
was unreasonabl e or excessive or had not been earned by
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her . Rat her, the Comm ssioner determned that John
Johnson, Sr., was underpaid, that is, that his services
were worth $16, 800, or $9,800 nore than he was paid in
1991. Even though Cowhill Farns apparently had the
corporate funds available to make such a paynent, there
IS no evidence in this record that such funds (in excess
of the reported $7,000) were actually paid or distributed
to John Johnson, Sr. W hold the Conm ssioner cannot,
for social security purposes, allocate a portion of
undi stributed corporate profits to John Johnson, Sr., as
remuneration for his services for social security
pur poses.

20



Whet her or not the <corporation is a Subchapter S
corporation is irrelevant, and in fact the record
I ndicates that Cowhill Farnms is not a Subchapter S
corporation (it filed Tax Form 1120 and not Tax Form
1120-95). The Comm ssioner does not argue that Cowhil
Farns is not a bona fide corporation.

For this reason, we reverse that part of the district
court order affirmng the Comm ssioner’s reallocation of
$9, 800 as wages to John Johnson, Sr., for 1991 and remand
the case to the district court for further proceedings.

REALLOCATI ON OF FAM LY SALARI ES

Claimants next argue the Conm ssioner erred in

“piercing the veil” of their famly salary arrangenents
to reallocate sone of the salary paid in 1990 from Joann
Johnson to John Johnson, Sr., and to attribute

sel f-enmpl oynent profits fromJ & J Hog Farnms to John
Johnson, Sr. Caimnts argue that the circunstances did
not justify “piercing the veil” of their famly salary
arrangenents because John Johnson, Sr., did not
contribute substantial and val uable services to Cowhill
Farms or J & J Hog Farns in 1990 and that Joann Johnson
had i ncreased her corporate duties conmensurate with her
I ncreased salary in 1990. daimants specifically argue
that the ALJ failed to identify the “inval uabl e services”
provi ded by John Johnson, Sr., and inproperly discounted
Joann Johnson’s farmng skills and contributions to
Cowhi I I Farnms. We disagree.
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We hol d that the Conmm ssioner did not err in piercing
the veil of the famly salary arrangenents. Substanti al
evidence in the record as a whole supports the findings
t hat John Johnson, Sr., provided substantial and val uable
services to Cowhill Farnms and J & J Hog Farns in 1990 and
t hat Joann Johnson had not increased her corporate duties
commensurate with her increased salary in 1990. The
burden of proof was on the clainmants. The record showed
that the operations of the two corporations were the sane
as they were in 1989 when it was determ ned in another
soci al security

22



proceedi ng that John Johnson, Sr., had provided val uabl e
services to Cowhill Farnms; there were no witten
agreenents or corporate mnutes show ng the manner in
which the two corporations were operated; there was
consi derabl e evi dence of comm ngling of activities anong
t he Johnsons and their son; and there was evidence that
John Johnson, Sr., had provided at |east 25%of the field
wor k and ot her “inval uable” services to the corporations,
i ncl uding significant decision-making responsibilities
and inval uable experience. Wth respect to Joann
Johnson, no specific evidence showed what corporate
deci sions she had nmade since taking over as president of
Cowhi Il Farnms in 1989 or how her corporate activities had
substantially increased in 1989 to correspond to the
significant increase in her salary since 1988.

We hold that substantial evidence supports the
determ nation of the Comm ssioner that there was a
fictitious famly salary arrangenent in this case and
that the Comm ssioner did not err in making adjustnents
to John Johnson, Sr.’'s wages and incone for 1990 for the
pur pose of conputing excess earnings under 42 U S. C 8§
403.

Accordingly, the order of the district court is
affirmed in part and reversed in part and the case is
remanded to the district court for further proceedings.

A true copy.

Attest:

23



CLERK, U. S. COURT OF APPEALS, EIGHTH
Cl RCUI T.

24



